
Input variables with SFAS 106:

" - 0.0

, - 1.5

P1 - 0.64

P2 - 0.64

01 - 1.0

02 - 1.03

., - 0.25

1/ - 100

K* - 100

3

A1 - A2 - 1.0

K* - 300

a1' - 0.68

a ' - 0.322 [Note that a1' + a2' - 1 as required by equation (B13)]



Below are lists of the values of the variables obtained by the model
for: (1) the initial calibration of the model; and (2) the calculation
of the effects of SFAS 106.

Results of initial calibration:

Nl - 68

N2 - 32

K1 - 68

K2 - 32

Y1 - 68

Y2 - 32

w - 0.64

r - 0.36

1/ - 100

A2 - 1.0

M* - 300

N* - 100

al' - 0.68

a2' - 0.32
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Results of model with SFAS 106:

N* - 100

P1 - 0.994063332

P2 - 1. 01304766

P - 1.00007984

N1 - 68.8429959

N2 - 31.1570041

K1 - 68.2054725

K2 - 31.7945275

Y1 - C1 - 68.6128039

Y2 - C2 - 31.3850263

w - 0.634073253

r - 0.36

M - 300

private sector fixed-weight price index - 1.0001383
(sector 1 weight - 0.68; sector 2 weight - 0.32)

GNP-PI - 1.0001236
(private sector weight - 0.894; government sector weight - 0.106)
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Although Appendix C of the Godwins Report provides derivations of
equations, more detailed algebraic derivations are provided below for
the following equations:

(a) equation (AlO) on page 55
(b) equation (B4) on page 58
(c) equation (B5) on page 58

(a) derivation of (A10) on page 55:

Substituting (A9) into (A7) yields

(Rl) QiCi-l/81C(1-8)/8(1-1)I - (1-1)Pi

Divide both sides of (Rl) by 1-1 to obtain

(R2) QiCi-l/81C(1-8)/8I - Pi

Raise both sides of (R2) to the power 1-8 to obtain

(R3) Qil-8Ci(8-l)/81l-8c(1-8)(1-8)/8Il-8 _ P
i
l -8

Multiply both sides of (R3) by Qi8 to obtain

(R4) QiCi(8-1)/81l-8c(1-8)(1-8)/8Il-8 - Qi8Pil-8

Observe from the definition of P in (A4) that

(RS) pl - 8 - EiQi8Pil-8

Sua both side. of (R4) over i and use (RS) to simplify the right hand
side of the resulting equation to obtain

(R6) 1l - 8C (1-8)(1-8)/8 I 1-8 E
i Qi Ci(8-1)/8 _ pl - 8

Observe from the definition of C in (A3) that

(R7) E
i Qi Ci(8-l)/8 - C(8-l)/8

Substituting (R7) into (R6) yields

(R8) ~1-'Il-8C(1-8)(1-8)/8 C(8-l)/8 _ pl - 8

Raise both sides of (RS) to the power 1/(1-8) to obtain

(R9) 1IC (1-8)/8 C- l / 8 _ P

Simplfying the left hand side of (R9) yields

(R10) 1IC-l - P

Multiplying both sides of (R10) by C yields

(A10) 11 - PC

6
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(b) derivation of (B4) on page 58: The expanded version of the Appendix
at the end of this document contains a more complete algebraic
derivation of equation (B4) than is provided in the Godwins Report.
This more complete derivation is reproduced below.

Define sYi • PiYi/(P1Yl + P2Y2) to be the share of total output that is
produced in se~tor i. Multiply both sides of the labor demand equation
(A1S) by Ni/(N Pi) to obtain

* *(B3') PiYi/N - wNiDi/(N Pi) i - 1,2

Recall that sNi • Ni/N* so that (B3') becomes

* N(B3") PiYi/N - ws iDi/Pi i - 1,2

Now sum (B3") over sectors 1 and 2 to obtain

(B3"')

Now divide (B3") by (B3"') and use the fact that sYi • PiYi/(P1Yl +
P2Y2) to obtain

i - 1,2

1 j..

(c) derivation of (B5) on page 58: The expanded version of the Appendix
at the end of this document contains a more complete algebraic
derivation of equation (B5) than is provided in the Godwins Report.
This more complete derivation is reproduced below.

Multiply both sides of the capital demand equation (A19) by Ki/(P1Y1 +
P2Y2) and divide both sides by r to obtain

(B4') Ki/(P1Yl + P2Y2) - (1-Pi)PiYi/«P1Yl + P2Y2)r) i - 1,2

Use the fact that sYi • PiYi/(P1Yl + P2Y2) to write (B4') as

(B4") Ki/(P1Yl + P2Y2) - (l-Pi)sYi / r i - 1,2

*Next au. (84") over sectors 1 and 2 and recall that Kl + K2 - K to
obtain

Divide (B4") by (B4"') to obtain

(B4"") Ki/K* - (l-Pi)sYi/[(l-Pl)sYl + (1-P2)sY2)

*Multiply both sides of (B4"") by K to obtain

i - 1,2

i - 1,2

(B5) i - 1,2
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The Godwins Report followed a con~ervative approach in calculating the
impact of SFAS 106 on GNP-PI. The guiding principle of the conservative
approach is that whenever a choice needs to be made about some variable
or some assumption, we use the value of the variable or the assumption
that overstates the impact of SFAS 106 on GNP-PI. By following this
approach, we can be fairly confident that we have not understated the
impact of SFAS 106 on GNP-PI.

The July 1992 Supplemental Report to the Godwins Report pointed to
specific examples of choices governed by the conservative approach. 1
In addition, the conservative approach guided the assumptions about how
firms and workers view future OPE! payments. One possibility for
specifying the model was to assume that everyone in the economy, workers
and firms alike, fully understands and take. account of future OPE!
payments. In this case, compensation per worker, which includes the
present value of future OPE!, would be equalized across sectors.
However, in this case, the impact of SFAS 106 on GNP-PI would be
precisely zero. Any increase in OPE! in sector 2 would be offset by a
decrease in non-OPE! compensation in sector 2.

Rather than choose a set of assuaptions that delivered a zero impact of
SFAS 106 on GNP-PI, we chose a set of assumptions that would increa.e
GNP-PI, in order to implement a conservative approach. In order for an
increase in OPE! not to be offset by a decrease in wages, the firms
and/or the workers must not take account of the increase in OPE!. It
seemed that the most realistic approach is to assume that (1) after the
introduction of SFAS 106 firms fully recognize future OPE! costs as part
of total compensation paid to current workers; but (2) workers do not
take account of future OPE! benefits (which for the average worker may
be more than two decades in the future) in making their labor supply
decisions.

One consequence of the assuaption that workers ignore future OPE!
benefits is that the total compensation package per worker, including
OPE!, is higher in sector 2 than in sector 1. However, wages and
fringes, excluding OPEB, are equalized across both sectors. A second
consequence of this assumption is that the wage rate in sector 2 doe.
not fall as much as it would otherwise, and thus the price level under
SFAS 106 is higher than if we had assuaed that everyone takes account of
future OPEB payments. Therefore, this assumption helps to implement the
conservative approach of guarding against understating the impact of
SFAS 106 on GNP-PI.

ISpecific examples of choices governed by this conservative approach
are listed for the actuarial analysis in footnote 4, p. 16 and for the
macroeconomic analysis on page 32 of the July 1992 Supplemental Report
to the Godwins Report.
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Expanded version of
"Appendix C, Part II: Calibration of the Model"

[Note: The equations are numbered so that equations that appeared in
the original version of the appendix have the same numbers in this
version. New equations are numbered with one or more apostrophes or
asterisks. ]

The model is calibrated so that in the absence of SFAS 106 it yields an
allocation of labor across sectors that matches the actual allocation of
labor across sectors. It is also calibrated such that in the absence of
SFAS 106. all nominal prices are equal to one,

The inputs to the model are:

'1. the elasticitv of labor supply

8. the elasticiry of substitution between the consumption of any two
goods

PI' the share of labor in total cost in sector 1

P2' the share of labor in total cost in sector 2

02' the SFAS 106 cost factor in sector 2 (equal to 1 in the absence of
SFAS 106)

SNI • Nl/N*, the fraction of labor employed in sector 1

In addition, there are three other inputs to the model that are simply
normalizations. None of the important results of the model depends on
the value of these inputs,

1, the share of nominal expenditure devoted to produced goods

N
O
*' the initial total amount of labor

K*. the fixed total amount of capital

In the absense of SFAS 106. all nominal prices are set equal to one

(81) Pi - 1

(82) P - 1

i - 1,2

The amount of labor initially used in each sector follows directly from
the fraction of the labor force employed in sector i. sNi • and the total
amount of labor employed, No*

(83) N sN. N *i - 1 0 i - 1.2



Define sY i • Pi Yi !(P1Y1 + P2Y2) to be the share of total output that is
produced in sector i. Multiply both sides of the labor demand equation
(AlS) by Ni!(N*Pi) to obtain

* *(B3') PiYi!N - wNiDi!(N Pi) i - 1,2

Recall that sNi • Ni!N* so that (B3') becomes

10

(B3' , ) i - 1,2

Now sum (B3") over sectors 1 and 2 to obtain

(B3' , , )

Now divide (B3") by (B3"') and use the fact that sYi • Pi Yi !(P1Yl +
P2Y2) to obtain

i - 1,2

Recall that in the initial equilibrium Di - 1 so that (B4) becomes

(B4*) i - 1,2

Kultiply both sides of the capital demand equation (Al9) by Ki!(P1Yl +
P2Y2) and divide both sides by r to obtain

(B4') Ki !(P1Yl + P2Y2) - (l-Pi)PiYi!«P1Y1 + P2Y2)r) i - 1,2

Use the fact that sYi • PiYi!(P1Yl + P2Y2) to write (B4') as

(B4") Ki !(P1Yl + P2Y2) - (1- Pi)sYi!r i - 1,2

*Next sum (B4") over sectors 1 and 2 and recall that K1 + K2 - K to
obtain

Divide (14") by (B4"') to obtain

(84"") Ki/K* - (l-Pi)sYi![(1-Pl)sY1 + (1-P2)sY2]

*Multiply both sides of (B4"") by K to obtain

i - 1,2

i - 1,2

(B5) i - 1,2
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Normalize Al - 1 so that the production function in the first sector is

(B6) Yl - NlP1Kll-Pl

Using Y1 from (B6), the nominal wage can be determined from the labor
demand equation (Al8) for sector 1 to obtain

Recall that in the initial equilibrium P1 - 1 and 01 - 1 so that

Using Yl from (B6), the nominal rental price of capital can be
determined from the capital demand equation (A19) for sector 1 to obtain

Recall that in the initial equilibrium P1 - 1 so that

Now calculate v in the labor supply curve (eq. A15) as

(B9) v - No*(P/w)~

Recall that P - 1 in the initial equilibrium so that

(B9') v - No*(l/w)~

To calibrate A2' substitute the production function (A16) into the labor
demand equation (A18) and set Pi - 1 (eq. Bl) to obtain

(B10) A2 - (02w/P2)(N2/K2)1-P2

Recall that 02 - 1 in the initial equilibrium so that

(B10') A2 - (w/P2)(N2IK2)1-P2



Now set all prices equal to 1 in the equilibrium condition (A23) , and
use (A22) to obtain

Summing (Bll) over i we obtain

12

(B12)

Now observe that with P - Pi - 1 for all i, equation (A4) implies that

(B13) a19 + a2 B - 1

Substituting (B13) into (B12) and rearranging yields

Fina,ly, substituting (B14) into (Bll) and recalling that when Pi - P .
1, S i • Yi/[Yl + Y2], we obtain

B Y(B1S) ai - s i i - 1,2

l :l..
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United atme. Telephone Aaaoelatlon

January 14, 1993

Chairman Alfred C. Sikes
Federal Communications Commission
1919 M Street, N.W.
Washinato~ D.C. 20554

EX PARTE

900 19th Street. NW. SUite 800
Washington, D.C. 20006·2105
(202) 835·3100

Rei CC Docket No, 92-101
Dear Chairman Sikes:

Over the past seven! weeks, MCI has circulated a number of different ex pIrte
letters seekina to iDflueDCC the application of the Commission's rules to SFAS 106
exOlel1Ous trea1meDt by price cap exc:hlnp carriers_ (LECs). Bee... we finci sipificant
erron or incorrect reprclmtations in tbeIe letters, USTA is ftliDa this written respoDIe,
which covers all of the recent MCI ex pII1e letters of which we have become aware,

There are myrild claims that are included in the leu.s. Most are not directly
related to this proceedi", at all, but appar to be included simply to amplify the few direct
arauments MCI is mtIri"l.

The sina1e cWm tbat nIDI tbrouah ach letter is that, bee... postretirement benefits
themselves "were iDcuIred by tbe LECs u a result of decisiODl mIlde durina waae
neaotiations," the adopIiOIl of SFAS 106 and its rllDificatiODl tberefore could not constitute
an exopnous event. I MCI c...... tbat eXOleDOUS tratIDeIlt is DOt merited because MCI
has concluded that benefit levels tbImIelves were under the cmier's control. MCI
miSUDderstlDds or simply mi••,.. the issue, The ceatrI1 i-.e here is the fact that carriers
have been mandated to c..... tbeir method of accountiDa for OPEBs, aad that the new
accountiDa requireIMDt forces OPE. costs to be recOlDi- on a different buis, It is the
mad.- i. cbS. dIat is the exoaenous event. The price cap LECs had no
control o~ wIIicIl 11M required them to implement accrual accounting for
OPEBs. 11Ia AccouDtiDa Standards Board (FASB) aDd the Commission have
made SFAS tOl tIWICIttmy,

MCI Il1o iDconectIy __ that the accountinl cbanae is focUlld primarily on future
costs. statina: "whit has c:hIaa-l is the method of recopizi"l future costs."1 MCI also
implies that SFAS 106 has not chlnleel actual costs, Thne statements are deceptively

I .StI. LIu MCI ex pme, Janu.ry 6, 1992. from D. Evans at 1.

2 SK MCI ex parte. Janum')' 6, 1993, from D. Evans at 1.
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incomplete. SFAS 106 costs are real costs of doing business that have been incurred by the
carriers, and represent cash obligations that SFAS 106 now requires be recognized.

Just as the Commission has concluded in other contexts that current ratepayer costs
should not be paid by future ratepayer groups, SFAS 106 requires that current costs of
providing OPEBs be recopized in the current peri~ rather than delayed. The preexisting
rule provided for a pay-u-you-go lIITaIlIement. whereby a carrier would recognize expenses
actually incurred in previous periods only at the time they are paid. The FASB and the
Commission have already concluded that this failed to reflect the true economic cost of
OPEBs. The Commission has adopted SFAS 106 accountiDa.

Under preexistina accountina rules and rate of return reauJatory conscraints, the price
cap LECs' OPED. costs were postponed into the future, sipiftcaDt1y understating the true
cost of OPEBs. This resulted in prices to customers that were lower tbaD required to cover
the benefit obliptions to employees workina for the carriers at that time. Of course,
SFAS 106 provides for onaoinl recopitioo of costs as they are iDcurrecl. However, it also
requires prior costs a1reIdy iDcumd be~ causiDa real fiDanc:iaI impKts now.
SFAS 106 is beinl implemented across the bllGDeSI spectrum; there is no special
consideration that could prevent LEC. from dom, the SlIDe. MCI and others who are
outside comprehensive replation have wide discretion to recover the true cost of OPESs
on a continuing buis in the prices they set. In cOlltrlst, the LEC. under rate of return
regulation and pay-as-YOU1o accoUDtiDa for OPEBs bid prices established usiDa amounts
below the actual cost of OPEBs; the prices of service now are simply beiDa reconciled as
these costs are taken into ICCOUDt UDder SFAS 106. Exopnous treatment of OPEDs cost
that now should be recopi2led would not necessarily lead to ID iDcreue in revenue. Each
price cap LEC must addnIs its own price and market constraints.

MCI incorrectly •••rIa tbIt the price cap LECs are requestinl "relief from the very
method of rep1ation tbIt tilly atvocated. It

3 Actually, it is MCI which seeks to revise the
rules to force OPE&. _ tbe eDdopIIous eateaorY of costs. That is why it bas made its
argumeD1l ...., bowe\w tbia they are. The price cap rules and orders establish criteria Itlf
exoleDOUl If.. m Tbe price cap LECs contend that the tumdliDl of OPEBs as
exoleDOUl is a lllliabdbtwa application of thOle Commission directives.

t ~•CertIiDIYt tile FASB bid OPEBa lCCOuntiDI under consideration for aD eXlended
period of time. USTA IDd the price cap LECs were aware tbIt IICCI'U81 accounting for
OPEDs could be required at some point. They aqued to the Commission that exogenous
treatment of accountiDa cbaDaes wu aD essential element of a fair regulatory plan. The

J~ Mel ex pane, December 17, 1992, &om D. Akerson It 1.
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Commission concluded in adopting the price cap rules that "recognition of changing costs
in adjustments to price caps is necessary to ensure that rates are not unreasonable from both
a carrier's and the ratepayer's perspective."· Part 61.45 (d)(l) of the Commission's Rules
allows for exogenous treatment of accounting chanin as the Commission shaU permit or
require, and its Rules also provide for tariffs to address them when the changes are
introduced. Thus, the price cap LECs are DQt requestiDl a chlllae in price cap rules. In
contrast. Mel apparendy wants a redefinition of the exolenous cost mechanism so it will
recopize only reductions in price cap indexes. The exiItiDa Commission Rules, however,
contemplate both increueI and decreaes to price cap indexes. MCI bears a heavy burden
to show that a new rule should be adopted to disallow costs that FASa 106 and the USOA
require be recognized by the price cap LECs now.

MCI incorrectly suaests that "if the Commission allows exopnous treatment of
post retirement benefits beelUle the 'full' impact on eICh iDdivictu.l LEC is DOt reflected
immediately in GNP-PI," the Commission must unbuDdle the entire GNP-PI.' MCI
misunderstands the CommiIlion's l'Itioaale for usiua GNP-PI infIItioo as an adjUlbDeDt to
the price cap indexes (aad also the LECs' examination of GNP-PI in this docket)' Growth
in GNP-PI reprellDts I..... iDtlation in the U.S. ecoDOIDY. It is used in the price cap
framework because the prices of normal inputs used by cmien rile with the overall
inflation rate. GNP-PI MI selected by the Commission becaI.- it is a broad aDd
cODJel'Vative meuure of infIItion that could be expected to lIdequIaely reflect it in the price
cap formula. The Commiaion feCOIDized that GNP-PI woulcl DOt capture all events
affectina the prices of carriers' inputs; the exoaenous COlt fnmework exists in part to deal
with theIe other effects. SFAS 106 costs are not accommodated in the normal GNP-PI
framework. MCI is Stl.... for offaettinl adjustmeDts in claimin. that LECs do not
purcbue certain goods or ~CII that .-e reflected in GNP-PI. MCI provides no basis for
reevaluatina specific puts of GNP-PI within the context of the price cap formula

Finally, MCI iDcoIreetly implies that the LECs sboukl record the difference between
SFAS 106 c-. IDd ","'you-ao costs as a regulatory UIet. The Commission must
reject this d• .... The Onmission has already ordered SFAS 106 costs be reflected on

4 F.... M p' CC DocbI No. 87-313, at' 336.

,~ MCI ex .... J..-" 6. 1993, &om D. Evans at 2.

6 It wu in responM to specific Commission orders that the price ClIp LECs undertook an
euminllion of the GNP-PI to dtCInniDe the extent. if any. of. pollitt.. cIouble-countinl of the
exopnous recovery usiq dae exiItina price cap mechanism. See, for ..pie, 0nIIr op

R....jcIIrMiog. CC Dock. No. 17-313, released April 17. 1991, ., 63; aDd 0gIIr of
Inyestigtion and SYlR'DSiOD. CC Docket No. 92-101. released April 30, 1992. at" 11, 1S and 16.
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the income statement. not recorded as a regulatory asset. Also, the Emerging Issues Task
Force (EITF) of the FASB has already concluded that unless a regulator provides future
revenue at least equal to the deferred cost (reau!atory asset), the establishment of a
regulatory asset will not be allowed.' This MCI suaestion contradic:ts generally accepted
accounting principles.

The other c:laims that appal in the MCI letters repeat themes that appear in MCI
fllinp in other proc:eedinp, but that are eaentialIy irrelevant here. MCI attempts to
leverage claims that LECs face less competition, sugestioas to take the expenses below the
line, and requests for a broId access price review, all without subltantiation, presumably to
obtain offsetting cost reductioas. The CommiSlioll bas a1reIdy concluded that SFAS 106
ac:c:ounting is consistent with the Commission's regulatory accounting needs.' MCrs other
demands contain no facts that are germane to exogenous treatmeIlt· of SFAS 106 costs.

We believe theIe late MCI arpments are mend... If there are any questions on
this issue, we would be hippy to respond. Two copies of this written ex parte response are
being flied with the. Secretary today for ftliDg in the docket file of this proceeding.

Rapectfu11y submitted,

cc:s: CommisIioDers
COllUDillioMr 1Apl Alii...
Cheryl Tritt, Chief. CcJ c.rier Bureau
area VOlt. Chief. TIriff Division
M., 8IowD

7 Mil 11 II" MM••• 19, 1992 EITF Meetin• ., 3. ElTF miD a maaer of public
record. n. lIlY 1.' t T....~ts bem a f'II'II*ry couIcI be established.
includiDa: .... SPAS 106~ <iDcludina the TBO) should be iDcludld in ... within five yean
of adoption of SFAS 106; .... the combiDed deferral/recovery pII'iod sbould not exceed
approximately 20 y.-s.

• QaI& AAD 91-10, ..1__ o-aber 26, 1991. "After rev.... SFA5-106, we have
concluded tIwt adoption for~ purposes will not conflict widl dae Commi.ion's reaulatory
objectiva." at , 3. Also, RAO Letter 20, released May 4, 1992, di~ bow carriers account for
SFAS 106.
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111£ TREAThf£~" OF FAS 106 ACCOlJ'1''TING CHA.~GES L~DER

FCC PRJC£ CAP REGUUTION
:. -.- -

I. INTRODUcnON AND SUMMARY

Under the theory of price cap reJUlation, chanles in costs that are beyond

the control of the firm (so-called -exolenous cost chanles-) are accorded special

treatment. In aeneral, chanles in a reJUlated firm's costs should lead to changes in

its prices because economic: efficiency is enhanced when prices are kept c:lose to

(incremental) costs. However, the direct pass·throuah of .all cost changes as .price

chanles··as is done under traditional rate of return reaulation-removes incentives the

firm milht have to cont; : cost chanles in the first place. Thus, price cap regulation

permits only cIQlcnQu$ cost chanles to affect the price cap. IDcentives are preserved,

and price changes follow cost changes to the Featest extent possible.

Pacific Bell is required to adopt a particular set of accountina changes··FAS

106 (Employers' Ac:c:ountinl For Postretirement Benefits Other Than Pensions)-no later

than 1993. These chqes were recently enacted by the Financial Ac:c:ounting Standards

Board (FAm) aDd have been adopted by the Fcc.' Pacific is seekinl recovery of

the usoc:iated COlt iDcreue throuah a one-time Z.adjustment to its price cap to reflect

(i) the amortization over 15 yean of the historical liability for these benefits. and

(ii) the shift from cash to accrual accountina for these benefits OD a goin,·(o,...·ard

basis. Future chaqes in postretirement expenses would have no future effect on

'Pederal CoIuauaic:atiou eo.misliOD, -NoUIieatioD 0( IDleDI 10 Adopt SlalCmcal of FLDA.DC1~

ACCOIIDUq 51udarcls No. 106, Employers' AccoUDlill& for 'OIlreliraDeDl BeDefiu Other 11LaD PClU'ODi.·
AAD 91-80, Dccaaber 1991.
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Pacific's price cap, except that there would be an offsetting Z-adjustment after 15 years
:.. -~- -

when the historical liability is entirely amortized.

We have been asked to determine whether-and to what extent··FAS 106

accounting qualifies for treatment as an exolenous cost chanle under the price cap

plan promullated for the interstate services of Tier 1 local exchange telephone

companies (LECs). To answer this question, we must enmine three economic issues.

First, adoption of FAS 106 leads to a chanle in accountina costs. In what sense does

this chanae represent a change in costs that should be reflected in a replated finn's

price cap? Second, is this change in costs beyond the control of a replated ftnn so

that its efficiency incentives would not be diminished if the cost change were passed

throuah in prices? Fin~.:y. what ponion of this chanle in costs will be automatically

recovered throuah an increase in the rate of inflation aDd what ponion remains to be

recovered throuJb an exogenous COSt chanae to the firm's price cap?

Our conclusions support exolenous cost treatment for FAS 106 cost changes.

First, we find that adoption of accrual aCCOUDtinl for postretirement benefits represents

aD accountina recopition of proper economic costs. Prices under price caps were

iDitially set usinl cub accountinl for postretirement beDefits. Thus a chanle in the

price cap • DeCeISU)' 10 that prices will reOeet the economic cost of service. Second,
I f•

adoption of FAS 106 accountina by the FASB aDd by the FCC is cenainly beyond the

control of the relUlated firm. Moreover, a one-time adjustment to its prices to reflect

the economic cosu of postretirement benefits does DOt reduce the firm's incentive to

conuol expenditures on those benefits. Third, because prices in unregulated markets

already reflect the economic costs of postretirement benefits, adoption of FAS 100 ....;11
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not cause them to change. Hence the ~ffect of FAS 106 on output prices is confined
':. -.- -

to the resulated sector, and we estimate its effect on the rate of growth of G~P·PI

to be less than 0.12 percent per year.

II. BACKGROUND

In December 1990, the FASB issued a formal statement, -Statement of

Financial Accounting Standards No. 106- (FAS 106), acknowledlinl that the provision

of other post-employment benefits (OPDs) is a form of deferred compensation and

that accounting for OPEBs should be chanled from a cash to an accrual basis. Cash

accountina, which recc.:zes OPES costs only when they are paid to retirees,

understates current costs and overstates future costs of employiDa any individual w·orker.

If the prices of a resulated firm are set to recover book costs, cash accounting for

OPESs can lead to an intenemporal subsidy in which current ratepayers pay less than

the true cost of service and future ratepayers pay more.

Implementation of accrual accountiDl for OPEBs in 1993 means that going

forward, the OPEB liability will be recopized on the boob of the company when the

liability is iDcurred (i.e., while the employee is workiDa and qualifyiq for the benefit)

rather tban when the liability is actually paid (after the employee retires and receives

medical, dental, or life insurance benefits covered by the plan).2 This liability will

have several components. First, companies must account for the actuarial present value

21J1 adcliti-. FAS 106 requira WI the uarempjzed .-uIaIecI IiabiIicy to .c:tivc ~d retired
warken for OPEB, be ncopited eillaer ill 1993 or ..on;.s ewer .. acceptable tilDe period.
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of future ~Q'~Bs that are associated with employees hired prior to 1993. For many

companies, this liability is a larle fraction of their net wonh; thus FAS 106 permits

companies to amonize this liability over a period not to exceed 20 years. Second,

companies must recosrUze the expected present value of OPEBs to which active

employees become entitled in a Jiven year. Annual interest on the entire OPEB

oblilation is an additional expense to be recoanized under accrual accounting for

OPEBs. Finally, accrued costs are reduced by the actual return on qualified plan

assets.

This chanle in accountinl costs for OPEBs raises the followina replatory

question: With the adoption of FAS 106 by the FCC, what is the appropriate

reaulatory treatment under the price cap plan of the chanle to accrual accounting for

OPEBs?

III. 11IE 11tEOItETICAL BASIS FOR EXOGENOUS COST 'l'REATME!',.

In this section, we show bow a Z-actjustmeDt should be calculated in the

price cap formula JiveD that the firm has experienced IJ1 exolenous change in costs

for which Z treatmeDt is appropriate. To understand how Z should be measured. we

must UJlCIentud wbere the aDDual price cap adjustment formula comes from and what

it is supposec! to accomplish.

The purpose of the aDDual price cap adjustment is to insure that if the

repllated firm meets its productivity arowth objective, its -adjusted revenues ....111 just

ttack its costs every year, whatever the level of inflation happens to be. In the FCC
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price caPo p'la.!1 for Tier 1 LEes, we fix a productivity taraet X. annually observe

inflation measured by GNP-PI, and calculate Z.adjustmenu whenever appropriate so

that if the productivity objective is met, the allowed chanae in the reaulated firm's

price will be close to iu chanle in cosu. Thus, our explanation beJins with the total

factor productivity (TFP) Jrowth objective for the relUlated firm, dTFP, which

represenu the annual year-over-year percentqe Jl'owth in the relUlated firm's TFP.

From the productivity arowth waet and the objective of havina revenues track costs,

we derive below the annual price cap adjustment formula used in the FCC price cap

plan. Once we know how the variables GNP-PI, X, and Z in the plan are derived

and what they are supposed to measure, we can interpret them in the context of FAS

106 accountina c:hanaes.

A. PrJG' Ca. 1)tpKT

A basic: identity in economic: theory states that the rate of Jrowth of TFP

is equal to the difference. between the rates of pvwth of the firm's input prices and

output prices.· ApplyiDa this rule to the reaul.ted telecommUDic:atioDS firm, we write

•• • tlw - 4TFP

where •• represents the lDDual perc:entqe cbanae in the telecommunications firm's

output prices, aDd ., represents the umual percentile chaDae ill its input prices. To

Jnae ". cap pIu for T_ 1 LECs iDducla • faclor dill IClCDUDtI for _-traftic KDoSitive costs.
We ipore this term iD our discussioa, siDce it is Dot pan of tile tJacoretjcaJ basis (or price ~ps.

"e Yow dais foraaUy ill tile AppeDdix.
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raise or lower the firm's output price in order to track exogenous cbanges in cost, we
-:. -~- -

write

(1) tip • dw - dTFP + Z·

where tip represents the annual percentage change in the telecommunications finn's

output prices adjusted for exoaenous cost chlDleS, and Z· represents the unit change

in costs due to external drcumstances.S Thus, to keep the revenues of a price cap

reaulated firm equal to its costs despite inflation, the price cap formula should

(i) increase the firm's output prices at the same rate u its input prices less the target

change in productivity Jrowth, and (ii) directly pus through exogenous cost changes.

Equation (1) looks aareat deal like the annual adjustment equation in the

FCC price cap plan: the allowed price chaDae for the firm is set at a measure of its

input price chanle less its TFP p'owth adjusted for exolenous cost pass-throughs. If

GNP-PI were taken as a meuure of the firm's input price Jrowth and X were the

firm's nP lI'owth wlet, equation (1) would indeed ~ the same u the price

adjustment formula (apan for the adjustment for DODtraffic sensitive costs). However,

there are two erron m this mterpretatiOD:

1. The GNP-PI is a measure of .tional QU1INI price Jrowth,
DOt iDput price Ifowtb. So eYeD jf die replated firm is
a microcosm of U.S. indusuy, GNP-PI is DOt an
appropriate meuure of its input price JrOWtb.'

2. X in the price cap plan is a tarlet 1'FP Fowth rate for
the replated firm relative to U.S. iDdustry u a whole (or

~otc daal r cu be poIitiYc or a.tiYc.

'Recall lUI iDput price FOWlh differs frOID GIIlput price ..-u by tile arowth ill TFP OQJy if
D1"fP'I were 0 could GNP·PJ be • .ood aa~ure of utioaal iDpul price FOWlh.
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relative to the TFP growth already embodied in the
. --- uNP·PI). The change in TFP in equation (1) is the

absolute TFP growth for the relUlated firm. Alain, unless
U.S. TFP growth is 0, X is not equal to dTFP.

To get from equation (1) to the price adjustment formula, we must compare

the productivity growth of the relUlated firm with the productivity growth of the U.S.

economy. The reason for this comparison is that it is difficult to measure input price

p'owth objectively. In particular, no competent party outside of the industry, such as

the Bureau of Labor Statistics or the American Productivity Center, maintains an index

of telecommunications input prices. However, by comparin& productivity srowth of the

firm with that of the U.S. economy, the difficult measurement of input price lI'0wth

can be avoided.

For the U.S. economy as a whole, the existence of effective competition

implies that there are no long run excess profits, so the relationship among input

prices, output prices, productivity, and exOienous cost chaD.es can be derived for the

nation as a whole in the same manner u it was derived in equation (1) above:

(2)

where •• is the aDftual percentqe chaDp in a atiemal index of output prices: dw N

is the atIINai percentqe chan.e in a .tiemal iDdex of iDput prices; tlTfP; is the
•

lDDuai chan.e in the economy-wide total factor productivity, aDd zeN represents the

cban.e in national output prices caused by the aoaenous !acton included in equation

(1). If we subtract equation (2) from equation (1), we see that
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